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Presently before the Court in this putative class action is
Def endants’ Motion to D sm ss the Anended Consol i dated C ass Action
Complaint. For the reasons that follow, said Mdtion is granted.
l. BACKGROUND

This action is brought on behalf of a class of public
investors who purchased the securities of Universal Health
Services, Inc. (“UHS’) during the period fromJuly 21, 2003 t hrough
February 27, 2004 (the “relevant period”). In Count One of the
Amended Consolidated Cdass Action Conplaint (the *“Amended
Conmplaint”), Lloyd Freed (hereafter “Lead Plaintiff”) alleges
vi ol ations of Section 10(b) of the Securities Exchange Act of 1934
(“Exchange Act”), as anended by the Private Securities Litigation
Ref orm Act of 1995 (“PSLRA’), 15 U.S.C. 8§ 78j(b), 78t(a), and Rule
10b-5 pronul gated thereunder, see 17 C.F.R 8 240.10b-5, against
UHS;, Alan B. MIler, Chief Executive Oficer of UHS and Chairnman of
UHS's Board of Directors; and Steve G Filton, Chief Financial

O ficer of UHS. In Count Two of the Amended Conplaint, Lead



Plaintiff alleges violations of Section 20(a) of the Exchange Act
agai nst Defendants MIler and Filton (the “indivi dual Defendants”).
The essence of Lead Plaintiff’'s federal securities clains is that
Def endants artificially inflated the price of UHS stock by issuing
public statenents and filing earnings reports that omtted or
m sstated material facts concerning UHS s rising |evel of bad
debts, and by wusing accounting manipulations to materially
overstate UHS s financial results. (Am Cons. Conp. 1Y 3, 5, 7.)

UHS is a Del aware corporation which owns and operates acute
care hospitals, behavioral health centers, anbulatory surgery
centers and radi ati on oncol ogy centers t hroughout North Anerica and
France, and maintains its principal corporate offices in
Pennsyl vani a. (Id. 91 13, 31, 37.) UHS hospitals and staff
provi de servi ces which i nclude general surgery, internal nedicine,
obstetrics, energency room care, operating room care, radiology,
oncol ogy, diagnostic care, coronary care, pediatric services,
phar macy services, and physiotherapy and |aboratory procedures.
(Ld. § 23.) UHS receives paynents for the services it renders from
private-sector insurers, the federal governnent under the Medicare
program state governnents under their Medicaid prograns, and
directly fromuninsured patients. (l1d.)

In 2001 and 2002, the overall hospital narket sector began to
experience a change in the mx of patients, which led to an

i ncreasing |evel of uninsured patients. (ld. Y 24.) At the sane



time, insured individuals becane responsible for an increasing
percent age of heal thcare expenditures because the burden of health
care expenses was shifting fromenpl oyers, private-sector insurers,
and state and federal governnents to individuals, while health
i nsurance prem uns, co-pay charges and deductibles were steadily
rising. (Id.) Many hospitals responded to these industry-w de
trends by increasing their levels of bad debt reserves in 2003.
(Id. ¥ 26.) UHS, however, reported that it was not affected by the
changes ot her hospitals were experiencing, and decreased its | evel
of bad debt reserves from 11.9% of revenue to 8.5% of revenue.
(Ld.) The Anended Conplaint alleges that Defendants acted
recklessly in reducing UHS s | evel s of bad debt reserves, and that
Def endants kept UHS s bad debt reserves artificially |low by
materially wunderstating the amunt of bad debt UHS was
experiencing, thereby overstating UHS s financial results. (1d. 11
27, 30.)

A. Fal se and M sl eading Statements During the d ass Period

According to the Amended Conplaint, Defendants’ fraudul ent
scheme began with a July 21, 2003 press release over the PR
Newswi re, in which UHS announced that its net earnings per share
i ncreased by 19% for the three-nonth and six-nonth periods ended
June 30, 2003, over the conparable periods in 2002. (l1d. ¥ 31.)
The press release further stated that UHS s operating margin

“increased to 16. 7% in the three-nonth period ended June 30, 2003



as conpared to 16.0%in the sane period of the prior year.” (l1d.)
The next day, in response to a question regarding UHS s bad debt
expenses during a conference call with investors, Defendant Filton
stated that “[w]e actually think that our self-pay utilization as
a percentage of overall utilization is pretty nmuch pancake fl at
bet ween 2003 and 2002 and have not seen significant changes.” (ld.
1 32.) One nmonth later, on August 13, 2003, UHS filed its
quarterly Form 10-Q report for the three nonth period ended June
30, 2003s. (Ld. ¥ 33.) In this report, UHS represented that
operating incone and operating nmargins were inportant neasures of
UHS s perfornmance. (Ld.) The report further stated that
“[o]verall operating margins . . . were 16. 7% and 16. 0% during the
three nonth periods ended June 30, 2003 and 2002, respectively.
Operating inconme increased 15% to $300 million for the six nonth
peri od ended June 30, 2003 from $261 million in the conparable
prior year period.” (ld.)

On QOct ober 20, 2003, UHS i ssued anot her press rel ease over the
PR Newswi re, which stated that “earnings per share . . . for the
three-nonth period ended Septenber 30, 2003 were $.72, an 11%
increase fromthe earnings recorded in the third quarter of 2002.”
(Ld. § 37.) The next day, during a conference call with investors,
Defendant Filton represented that “[w]je’'re not seeing as sone of
t he ot her conpani es have nentioned, a real increase in uninsured or

at least uninsured after insurance patients or a difficulty in



collecting from those patients.” (ld. ¥ 38.) On Novenber 10
2003, UHS filed its quarterly Form 10-Q report, which stated that

Operating incone i ncreased 11%to $138 nillion
for the three nonth period ended Sept enber 30,
2003 from$125 nmillion in the conparable prior
year quarter. Overall operating margi ns were
15. 4% and 15. 3% during the three nonth peri ods
ended Sept enber 30, 2003 and 2002,
respectively. The slight increase in the
overall operating margin during the three
month period ended Septenmber 30, 2003, as
conpared to the conparabl e prior year period,
resulted froma decrease in the provision for
doubtful accounts to 6.9% of net revenues
during the third quarter of 2003 as conpared
to 7.7%in the conparable prior year quarter,
partially offset by an increase in salaries,
wages and benefits to 40.4% of net revenues
during the 2003 third quarter as conpared to
39.8% in the conparable prior year quarter.
Contributing to the increase in salaries,
wages and benefits during the third quarter of
2003 as conpared to the conparable prior year
guarter was an increase of .4%of net revenues
i n enpl oyee benefit expenses.

(ILd. T 40.) Thereafter, during the 22nd Annual J.P. Mrgan
Heal t hcare Conference held in md-January 2004, Defendant M|l er
stated that UHS s bad debt ratio had not been increasing at the
sane rate as its peers because UHS had not experienced a materi al
adverse change in self-pay revenues in its markets or in the
col l ection rates. (Id. § 45.) Defendant MIler further stated
t hat he expected UHS s bad debt ratios to renmain stable in the near
term (ld.)

The Anmended Conpl ai nt all eges that these statenents proved to

have been fal se because, on February 18, 2004, UHS issued a press



rel ease over the PR Newswi re which stated that

[t]he Conpany’s provision for doubt f ul

accounts was 7.8% of net revenues during the
fourth quarter of 2003 as conpared to 6.9%
during the prior year’'s fourth quarter. The
increase resulted primarily from an increase
in uninsured and self-pay patients which
unfavorably inpacts the collectibility of our

patient accounts. W expect this trend to
conti nue unti | t here IS a not abl e
strengt hening of the | abor nmarket.

(Id. ¥ 47.) On March 1, 2004, UHS issued another press rel ease
over the PR Newswire in which it announced that

earni ngs per diluted share for the three-nonth
period endi ng March 31, 2004, could be as nuch
as 25% | ower than the $.84 per diluted share
recorded in the sane period in the prior year.
On a sane facility basis, the Conpany’ s acute
care hospitals have continued, in the first
two nont hs of 2004, to experience a decline in
i npati ent adm ssions. Moreover, during this
period, certain of the Conpany’s acute care
facilities have been inpacted by a negative
shift in payor mx, a decline in intensity and
an increase in length of stay. In addition
the rising level of wuninsured and self-pay
patients continue to unfavorably inpact our
bad debt expense. The Conpany is vigorously
addr essi ng each of these areas.

(ILd. 1 49.) 1In response to this announcenent, UHS s stock dropped
21% to $44.88 per share on volune of 6.7 mllion shares. (ld. 1
54).

B. “True Facts” and Fraudul ent Accounting Practices

The Amended Conpl ai nt all eges that, as early as July 23, 2003,
Def endants were aware that UHS s bad debt exposure was increasing

due to higher levels of uninsured patients and Medicare patients



who remained hospitalized at UHS facilities beyond the period
rei nbursable by Medicaid and Medicare. (ILd. N 42(e)-(f).) In
addition, the Amended Conpl aint avers that UHS s operating incone
was inflated as a result of Defendants failure to (1) nake
sufficient allowance for the bad debt it was incurring; (2)
properly wite off uncollectible receivables; (3) properly deduct
the appropriate allowance for doubtful accounts from operating
incone; and (4) conply wth generally accepted accounting
principles (“GAAP"). (l1d. 1 42(a)-(d).)

I n support of these allegations, the Arended Conpl ai nt pl eads
the following “true facts.” First, Defendants were aware that
UHS' s levels of bad debt were steadily increasing from July 21
2003 through February 27, 2004. (Ld. 91 18, 60.) Second,
Def endants admitted that the increase in UHS s bad debt reserves
for the fourth quarter of 2003 was a “catch up” or “true-up” for
i nsufficient bad debt reserves during the fiscal year 2003. (l1d.
19 47-56.) Third, the lowlevels of bad debt UHS had reported were
attributable to fraudul ent accounting practices, which conceal ed
the true anmounts of bad debt UHS was encountering. (ld. Y 5, 34,
42, 51, 61, 66.)

The Anended Conplaint further charges Defendants wth
deliberately falsifying UHS s true | evel s of bad debt and i ncone by
viol ati ng GAAP and Security and Exchange Comm ssion (“SEC') rul es

governing the calculation of wuncollectible receivables in its



financial statenents for purposes of inflating UHS s earnings and
boosting UHS s st ock. (Ld. 1 66.) Specifically, the Anmended
Conpl ai nt avers that Defendants i nproperly del ayed the wite-off of
uncol | ecti bl e accounts, intentionally understated UHS s provision
for doubtful accounts, decreased UHS s | evel of bad debt reserves,
and failed to disclose UHS s policy of accounting for doubtful
accounts. (ld. 1Y 68, 73, 76.) These practices allegedly allowed
UHS to materially inflate reported earnings and m slead investors
during the relevant period. (ld. § 73, 80.)

Def endants have noved to dism ss both counts of the Amended
Conpl ai nt pursuant to Federal Rule of Civil Procedure 12(b)(6) and
9(b), as well as under 8 78u-4(b) of the PSLRA
1. LEGAL STANDARD

Wen determining a Mtion to Dismss pursuant to Rule
12(b)(6), the court may look only to the facts alleged in the

conplaint and its attachnents. Jordan v. Fox, Rothschild, O Brien

& Frankel, 20 F.3d 1250, 1261 (3d Cr. 1994). The court nust
accept as true all well pleaded allegations in the conplaint and

viewthemin the Iight nost favorable to the Plaintiff. Angelastro

v. Prudential -Bache Sec., Inc., 764 F.2d 939, 944 (3d Cr. 1985).

A Rule 12(b)(6) nmotion will be granted when a Plaintiff cannot
prove any set of facts, consistent with the conpl aint, which would

entitle himor her to relief. Ransom v. Marrazzo, 848 F.2d 398,

401 (3d Cir. 1988). Docunents “integral to or explicitly relied



upon in the conplaint” and related nmatters of public record may be

considered on a notion to dism ss. In re Burlington Coat Factory

Sec. Litig., 114 F.3d 1410, 1426 (3d Gir. 1997).

I11. DI SCUSSI ON

A. Count One: Rule 10b-5

Def endants seek the dism ssal of Count One of the Anmended
Conpl ai nt, which asserts a securities fraud clai magainst UHS and
t he i ndi vi dual Def endants pursuant to Section 10(b) and Rul e 10b-5.
Section 10(b) prohibits the “use or enploy[nent], in connection
with the purchase or sale of any security, . . . of any
mani pul ati ve or deceptive device or contrivance in contraventi on of
such rules and regul ations as the Conm ssion may prescribe.” 15
US C 878 (b). Rule 10b-5 nmakes it illegal “[t] o make any untrue
statenent of a material fact or to omt to state a material fact
necessary in order to nake the statenments nmade, in the Iight of the
ci rcunst ances under which they were nmade, not msleading . . . in
connection wth the purchase or sale of any security.” 17 C.F.R
8 240. 10b-5(b). To state a Rule 10b-5 claim a plaintiff nust
al l ege that the defendant (1) nade a m sstatenent or an om ssi on of
a material fact; (2) with scienter; (3) in connection with the
purchase or the sale of a security; (4) upon which the plaintiff
reasonably relied; and (5) that plaintiff’s reliance was the

proxi mate cause of his or her injury. Inre [IKONOfice Solutions,

Inc., 277 F.3d 658, 666 (3d Cr. 2002).



1. Pl eading fraud with particularity

Because a cl ai munder Section 10(b) and Rule 10b-5is a claim
for fraud, a plaintiff nust also satisfy the hei ghtened pl eadi ng
standard of Federal Rule of Cvil Procedure 9(b) and the PSLRA

Cal. Pub. Enpl oyees’ Retirenent Sys. v. CHUBB Corp., 394 F.3d 126,

143 (3d Cir. 2004). Rule 9(b) provides that “[i]n all avernents of
fraud or m stake, the circunstances constituting fraud or m st ake
shall be stated wth particularity.” Fed. R Cv. P. 9(b). “Rule
9(b) requires, at a mninmum that plaintiffs support their
all egations of securities fraud with all of the essential factual
background that would acconpany ‘the first paragraph of any
newspaper story’ - that is, the *who, what, when, where and how of

the events at issue.” In re Rockefeller Center Properties, Inc.

Sec. Litig., 311 F.3d 198, 217 (3d Cr. 2002) (quoting In re

Burlington Coat Factory, 114 F.3d at 1422)). “Although Rule 9(b)

falls short of requiring every material detail of the fraud such as
date, location, and tine, plaintiffs nust use ‘alternative neans of
i njecting precision and sonme neasure of substantiation into their
all egations of fraud.”” CHUBB, 394 F.3d at 144 (quoting In re

Rockefeller, 311 F.3d at 216)). The court nust analyze each

statenent at issue in order to assess whether each alleged
m srepresentation is pleaded with the requisite specificity. Inre

West i nghouse Sec. Litig., 90 F.3d 696, 712 (3d Cr. 1996).

In addition, under the PSLRA, a Rule 10b-5 conplaint nust

10



“speci fy each statenent all eged to have been m sl eadi ng, the reason
or reasons why the statenent is msleading, and, if an allegation
regarding the statenent or omssion is made on information and
belief,! the conplaint shall state with particularity all facts on
which that belief is forned.” 15 U.S.C. § 78u-4(b)(1). “[U]nless
plaintiffs in securities fraud actions allege facts supporting
their contentions of fraud with the requisite particularity
mandated by Rule 9(b) and the [PSLRA], they may not benefit from
inferences flowng from vague or unspecific allegations -

inferences that my arguably have been justified wunder a

traditional Rule 12(b)(6) analysis.” 1n re Rockefeller, 311 F. 3d
at 224. “In other words, pursuant to this ‘nodified Rule 12(b)(6)
analysis, ‘catch-all’ or ‘blanket’ assertions that do not conply

with the particularity requirenments are disregarded.” CHUBB, 394
F.3d at 145.

As nentioned above, Plaintiffs’ 10b-5 clains are based on
allegedly false or msleading statenents contained in press
rel eases i ssued by UHS, conference calls between financial anal ysts
and the individual Defendants, and UHS s quarterly and annual
earnings reports that were filed with the SEC. The subject matter
of the alleged m sstatenents and m sl eading information falls into

two general categories: (1) statements that UHS was not

! Lead Plaintiff agrees that the Anended Conplaint’s “true
facts,” which are based on the investigation of counsel, are pled
on information and belief. (03/09/2004 Tr. at 30.)

11



experiencing an increase in the levels of bad debt during the
rel evant period; and (2) Defendants’ wuse of inproper accounting
met hods to conceal the rising levels of bad debt and artificially
inflate UHS s earni ngs.

Def endants do not dispute that Lead Plaintiff has identified
Defendants’ allegedly false and msleading statenents wth
particularity. Defendants instead maintain that Lead Plaintiff has
failed to plead sufficient “true facts” specifying why those
statenents were false. Under the heightened pleading standard
i nposed by Rule 9(b) and the PSLRA, “it is the ‘true facts’ recited
in the [ Anended Conpl aint] that are of paranount inportance .
because they provide the exclusive basis for [Lead Plaintiff’s]
clainms that the various statenents made throughout the [rel evant
period] were materially false and msleading . . . and that
Def endants knew of the falsity of the statenents and financi al
results.” CHUBB, 394 F.3d at 145.

A conpl ai nt can neet these hei ght ened pl eadi ng requi renents by
providing sufficient docunentary evidence and/or a sufficient
description of the personal sources which lead the plaintiff to
believe that certain statenents were false or msleading. 1d. at
147. Here, Lead Plaintiff has not provided any docunentary
evidence to support the Amended Conplaint’s allegations of
securities fraud, and instead is proceeding solely on the basis of

infornmation received from confidential sources. (See 03/09/ 2005

12



Tr. at 35.) Lead Plaintiff’s reliance on confidential sources to
supply the requisite particularity for their fraud clains,
therefore, “assunmes a heightened inportance.” CHUBB, 394 F.3d at
149.

In assessing the particularity of allegations nmade on
information and belief which are based on statenents by
confidential sources, courts exam ne “the detail provided by the
confidential sources, the sources’ basis of know edge, the
reliability of the sources, the corroborative nature of other facts
alleged, including from other sources, the coherence and
plausibility of the allegations, and simlar indicia.” [d. at 147.
Under this standard, “so long as plaintiffs supply sufficient facts
to support their allegations, there is no reason to inflict the
obligation of namng confidential sources.” Id. However, a
conpl ai nt nmust contain sufficient informati on about each source “to
support the probability that the source possesses the information
alleged.” 1d. at 155. Accordingly, conplaints that rely heavily
on confidential sources to establish the “true facts” nust contain
information describing the tinme period during which the
confidential sources were enployed by the defendant corporation,
the dates on which they acquired the information they purportedly
possess, and the manner in which they had access to such
information. 1d. at 148.

Lead Plaintiff contends that Defendants were reckless in

13



reducing UHS s bad debt reserves during the relevant period, and
t hat Defendants’ statenents regarding UHS s consistently [ owl evels
of bad debt were false and m sl eadi ng, because Defendants at the
time were aware that UHS' s was in fact experiencing an increase in
its levels of bad debt. 1In support of this contention, the Arended
Conpl aint cites to “a former UHS enpl oyee fromthe business office
of LCH [Lancaster County Hospital]” who stated that when the area’s
county hospital closed in the fall of 2002, LCH “i mredi ately began
experiencing an influx of indigent patients seeking treatnent
t hrough the enmergency room” (Am Cons. Conpl. ¥ 30.) The Anended
Consol i date Conplaint further alleges that the Edi nburg Regi onal
Medi cal Center (“ERMC’) served as the county hospital before being
purchased by UHS, and that “[a] former ERMC director explai ned that
ERMC i nherited the | arge i ndi gent patient popul ation fromthe date
of purchase.” (1d.)

In addition, the Arended Conplaint avers that UHS hospitals
had begun to experience increased nunbers of self-pay patients as
early as April 2003, because ERMC at that tinme “internally recorded
t hat bad debt was a concern.” (ld. at 39.) The Anended Conpl ai nt
does not nention the source from which Lead Plaintiff’s counse
received this information. The Anmended Conpl aint does allege
however, that “a former ERMC di rector confirned that UHS nanagenent
had been focusing on the length of stay issued [sic] at the ERMC

facility fromthe begi nning of 2003, if not earlier.” (ld. ¥ 52.)

14



That former director further explained that “the length of stay
issue . . . was related to the indigent patient popul ati on who had
no coverage, and likely no ability to pay, from the point of
initial service.” (ld.)

Both the EMRC and LCH sources were enployed in tw | ocal UHS
hospitals, and none of themclaimto have information regarding a
nati onw de i ncrease in the treatnent of indigent patients or rising
| evel s of bad debt at UHS facilities in general. Mor eover, the
Amended Conpl ai nt does not allege when the confidential sources
were enployed by UHS, the dates on which they acquired the
i nformation they purportedly possess, or howthese fornmer enpl oyees
had access to such information. See CHUBB, 394 F.3d 148. The
Amended Conpl ai nt, therefore, pleads insufficient facts to support
the probability that a person in the position occupied by the
confidential sources would possess the information that UHS was
experiencing an increase in |l evels of bad debt during the rel evant
peri od.

Lead Plaintiff also contends that Defendants acted reckl essly
when, in face of UHS s alleged rising exposure to bad debt,
Def endants failed to i ncrease UHS s bad debt reserves. |n support
of the contention that Defendants were aware of UHS s rising
exposure to bad debt, the Anended Conplaint cites to “former UHS
personnel enployed in the business office of [LCH],” who state that

UHS “corporate procedure, unbeknownst to investors, dictated that

15



no accounts |l ess than 180 days old were to be considered bad debt
even if an account was known or anticipated to be uncollectible
from the date service was provided.” (Am Cons. Conpl. f 28.)
Simlarly, a “forner business office enployee at LCH stated that
“UHS's practice was to bill Medicare and Medicaid for all services
rendered and recogni ze all revenue at the tinme of service even if
it was known or anticipated that a |arge portion of those clains
woul d be denied.” (ld. § 29) (enphasis del eted).

The Amended Conplaint further cites “[f]ormer enpl oyees from
numer ous hospitals” for the proposition that all LCH revenue “was
sent to UHS s corporate office in electronic format approxi mately
three to four times per day” and that “bi-weekly and nonthly
reports tracki ng accounts receivable and bad debt were provided to
the appropriate executives at UHS s corporate headquarters.” (Am
Cons. Conpl. ¢ 50.) The Anmended Conpl aint goes on to state that

former UHS personnel from the office of the

controller at Summerlin Hospital Medica
Center [] confirnmed that each UHS Las Vegas

area hospi t al subm tted its fi nanci al
i nformati on, i ncl udi ng uncol | ecti bl e
recei vabl e account anounts, to Valley Health
Syst ens, a centralized business office
responsible for billing patients, collecting
receivables and witing off receivables that
were not collected. Vall ey Health Systens

consolidated the financial information from
the hospitals and forwarded it to UHS s
corporate accounting departnent at |east on a
nont hl y basi s.

(ILd.) In addition, the Anended Conpl ai nt avers that

[a] former director of the Mdwest Center for

16



Youths and Famly Services (“SMCH') stated

there are ‘no surprises or sudden changes’

when it conmes to bad debt levels as it is

known at the point of service whether a

pati ent IS uninsured, and because any

indicators for potential bad debt problens

woul d appear in reports submtted to UHS

corporate offices for nonthly rmanagenent

nmeet i ngs.
(Ld.)

Not ably, though all of these sources were enployed in |ocal

UHS hospitals, the Anended Conplaint fails to all ege howthey woul d
have had access to information regarding UHS s operations
nati onw de. Were a conplaint relies heavily on forner enployees
who worked in the defendant corporation’s |ocal branches for
i nformati on concerning the defendant corporation s business on a
national scale, a “lack of allegations regarding how or why such
enpl oyees would have access to the information they purport to
possess is problematic.” CHUBB, 394 F.3d at 148. The Anended
Complaint also fails to allege at what tine the confidential
sources were enployed by UHS, or the dates on which they acquired
the information they purportedly possess. See id. The Amended
Compl aint, therefore, pleads insufficient facts to support the
probability that a person in the position occupied by the
confidential sources would possess information regarding UHS s
nati onw de operating procedures. Accordingly, the Court finds that

the Anmended Conplaint fails to plead the falsity of Defendants

statenents during the relevant period with the particularity

17



demanded by the PSLRA

Lead Plaintiff further contends that Defendants commtted
accounting fraud when, in violation of the GAAP and SEC reporting
requi renents, Defendants falsely inflated UHS s earni ngs and assets
as well as stockholders’ equity earnings by failing to establish
and maintain adequate bad debt reserves during the relevant
peri od. ? The Amended Conplaint alleges that Defendants, in
violation of the GAAP, delayed the recognition and wite-off of
uncol | ecti bl e accounts, understated its provision for bad debt, and
failed torestate UHS s previously m sstated financi al statenents.?
I n support of these contentions, the only “true fact” the Anended
Conpl aint alleges is that “fornmer UHS enpl oyees stated that during

the [rel evant period], the Conpany mandated that no accounts |ess

2 Financial results reported in violation of GAAP are
presunptively msleading. See 17 C F.R § 210.4-01(a)(1); CHUBB,
394 F.3d at 152 n. 16.

3Specifically, the Anended Conpl ai nt all eges that Defendants
violated the followi ng GAAP principles: (1) financial reporting
shoul d provide information that is useful to present and potenti al
i nvestors in making rational investnent decisions; (2) om ssions or
m sstatenents are material if the judgnent of a reasonabl e person
relying on it would have been changed or influenced by the
i nclusion or correction of theitem (3) financial reporting should
provi de i nformati on about managenment’ s di scharge of its stewardship
responsibility to stockholders; (4) financial reporting should
provide information about an enterprise’s financial performance
during a period; (5) financial reporting should be reliableinthat
it represents what it purports to represent; (6) no information
that may be necessary to ensure that the report validly represents
underlying events and conditions should be omtted;, (7)
conservati sm shoul d be used as a prudent reaction to uncertainty;
and (8) contingencies that mght result in gains should not be
reflected in accounts.

18



than 180 day [sic] delinquent be witten off.” (Am Cons. Conpl.
q 70.)

As above, the Anended Conplaint does not allege sufficient
facts to support the probability that the confidential sources
woul d possess the i nformati on they purport to possess. |ndeed, the
rel evant confidential sources are identified only as “fornmer UHS
enpl oyees.” In addition, the Amended Conplaint does not rely on
any sources, confidential or otherwise, to substantiate its
all egations that UHS understated its provision for bad debt and
woul d have been required to restate its earlier financial
st atenments. The Court further notes that, where a conplaint
al l eges that defendants distorted certain data disclosed to the
public by using unreasonable accounting practices, the conplaint
nmust state what the unreasonabl e accounting practices were and how

those practices distorted the disclosed data. In re Burlington,

114 F. 3d at 1417-18. Statenments of reserve anounts are “fraudul ent
only if . . . the responsible parties knew or should have known
that [the anmobunts of reserve] were derived in a manner inconsi stent

wi th reasonabl e accounting practices.” Christidis v. Pa. Mrtagage

Trust, 717 F.2d 96, 100 (3d G r. 1983). Accordingly, a conplaint
must plead with particularity “the manner in which, in establishing
reserves for bad debts in the financial statenents relied upon, the
def endant s knowi ngly departed from reasonable accounting

practices.” 1d. To do so, the conplaint nust “include details

19



about when and to what |evel the accounts receivable should have
been written down, when and to what | evel the all owance shoul d have
been changed, why the allowance nade by the corporation was
unreasonable in light of the [bad debt] experienced, and how many

accounts ultimately were uncollectible.” Inre Loewen Group, Inc.

Sec. Litig., Gv. A No. 98-640, 2004 W 1853137, at *11 (E.D. Pa.

Aug. 18, 2004). In the absence of such allegations, “neither the
i ncrease of allowance toward the end of the class period nor the
eventual financial ruin of [the defendant corporation] are proof
that defendants commtted any acts worse than m smanagenent.” 1d.
at *12.

Here, the Amended Conplaint does identify with sufficient
particularity which GAAP procedures were allegedly violated.
However, the Amended Conplaint does not state when and to what
| evel bad debt shoul d have been recogni zed, when and to what | evel
bad debt reserves should have been changed, or how many accounts
ultimately were uncollectible. See id. Simlarly, the Amended
Conpl ai nt does not identify the data, or source of data, that was
used to arrive at its conclusions, the anmount by which reserves
were di storted, or how nmuch revenue was i nproperly recogni zed. See
CHUBB, 394 F.3d at 153. Accordingly, the Court finds that the
Amended Conplaint fails to plead facts which would support the
i nference that Defendants were engaging in accounting fraud with

the particularity demanded by the PSLRA.
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2. Failure to State a Claim Falsity of Statenents

The Anmended Conplaint’s failure to plead the “true facts” with
the particularity required by Rule 9(b) and the PSLRA supports
dism ssal apart from Rule 12(b)(6). CHUBB, 394 F.3d at 156.
D sm ssal, however is also warranted pursuant to Rule 12(b)(6) for
failure to adequately plead the falsity of Defendants statenents.
As t he Amended Conpl ai nt does not conply with the PSLRA' s t hreshol d
pl eading requirenments, Lead Plaintiff may not benefit from
i nferences stemm ng fromthe unparticul ari zed al | egati ons nenti oned
above to establish the falsity of Defendants’ statenents during the
Class Period. However, even if those allegations were accepted,

they woul d not give rise to an i nference that UHS was experi encing

an increase in bad debt during the relevant period. Thus, the
i nformation provided by the LCH source does not establish that LCH
was experiencing a rising exposure to bad debt beginning in July
2003, but nerely that the closing of the county hospital one year
earlier, in the fall of 2002, “immedi ately” caused LCH to see an
influx of indigent patients. Simlarly, the information provided
by the EMRC source does not establish that EMRC experienced an
increase in |levels of indigent patients during the rel evant peri od,
or that UHS acquired EMRC, and therefore inherited its unusually
hi gh existing |l evels of bad debt, during that tinme. Moreover, the
mere fact that EMRC “internally” recorded that bad debt was “a

concern” at its facility, and that UHS “focused” on the |ength of
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patient stays at EMRCin early 2003, does not establish that either
EMRC, or UHS as a whole, were in fact experiencing an increase in
exposure to bad debt during the relevant period. | ndeed, the
Amended Conplaint itself broadly asserts that “forner enpl oyees of
various UHS hospitals . . . . report that issues such as |ength of
stay and increase in the nunbers of self-pay patients were either
non-exi stent, or had been recogni zed and di scussed wel| before the
[rel evant period].” (Am Cons. Conpl. § 52.) The confidentia
sources, therefore, fail to establish that UHS was in fact
experiencing an increase in |l evels of bad debt during the rel evant
period, nuch | ess that Defendants were aware of any such increase.

The only ot her source the Arended Conplaint relies on for the
falsity of Defendant’s representations are statenents nmade by
Def endants’ thenselves and which, according to Lead Plaintiff,
anount to adm ssions that Defendant’s earlier statenents were
false.* In support of this argunment, the Anmended Conpl ai nt points
to the following statenments. First, in a press rel ease issued by

UHS over the PR Newswire on February 18, 2004, UHS reported that

* The Court notes that the Anrended Conpl ai nt al so al | eges t hat
general industry trends showed an increase in |levels of bad debt
t hroughout the hospital sector during the relevant period.
However, Lead Plaintiff has stated that those industry trends are
not relied on to establish the falsity of Defendants’ statenents,
but rather were included nerely as “a background for . . . the
entire situation.” (03/09/05 Tr. at 29.) The Court agrees that
the fact that UHS s conpetitors were experiencing an increase in
bad debt is not relevant to a determ nati on whether Defendants’
statenents that UHS s | evel s of bad debt during the rel evant peri od
remai ned conparatively stable were fal se.
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its provision for doubtful accounts for the fourth quarter of 2003
was 7.8% of net revenues, as conpared to 6.9% during the prior
year’s fourth quarter. (Am Cons. Conpl. § 47.) The press rel ease
went on to state that UHS “expect[s] this trend to continue until
there is a notable strengthening of the |abor market.” (Ld.)
Second, in a press release issued by UHS over the PR Newswi re on
March 1, 2004, UHS reported that its earnings per diluted share for
the three-nonth period ending March 31, 2004, could be as nuch as
25% | ower than the earnings per diluted share recorded in the sane
period in the prior year. (Ld. 1 49.) UHS explained this
devel opnent as foll ows:

On a sanme facility basis, the Conpany’ s acute

care hospitals have continued, in the first

two nont hs of 2004, to experience a decline in

i npati ent admni ssi ons. Mor eover, during this

period, certain of the Conpany’s acute care

facilities have been inpacted by a negative

shift in payor mx, a decline in intensity and

an increase in length of stay. |In addition

the rising level of wuninsured and self-pay

patients continues to unfavorably inpact our
bad debt expense.

(Ld.)

Third, the Anmended Conplaint cites to the transcript of a
conference call between the individual Defendants and anal ysts held
on March 1, 2004. During that conference call, Filton stated that
“[b] ad debt expense renmamins a pressure point in our hospital” and
that “for the nost part the general adm ssion softness and pressure

on bad debt are dynam cs that have been present now for severa
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quarters and for the nobst part, again, we see across all of our
facilities.” (lLd. ¥ 51.) In response to one analyst’s question
concer ni ng whet her there was any catch-up charge in UHS s bad debt
nunbers, Filton further stated that “the fourth quarter probably
contained sone intra or catch-up in 2004 . . . . Look, | amsure
if we went through the detail we would find sone el enent of catch-
up in the first quarter of ‘04. | do not think it is material.”
(Ld. § 53; 03/01/04 Conf. Tr., Defs.’ Ex. 20.)

Wile Lead Plaintiff contends that these statenents are
adm ssions which denonstrate the falsity of Defendants’ earlier
representations, the statenents in fact are entirely consistent
wi th Defendants’ prior disclosures. |Indeed, the fact that pressure
on bad debt had been present for several quarters in March 2004 is
mrrored by UHS s steady increase in bad debt reserves during the
rel evant period from 6.83% of net revenues on June 30, 2003, to
8.42% of net revenues on March 31, 2004. (See Am Cons. Conpl.
66.) Moreover, Filton's statenents that the |evel of bad debt
reserves in the fourth quarter of 2004 probably contained an
immaterial el ement of catch-up does not anmount to an adm ssion that
the statenments made by Defendants during the rel evant period were
fal se. Courts have | ong recogni zed that “fraud cannot be inferred
merely because at one tine the firmbathes itself in a favorable
[ight but later the firmdi scloses that things are | ess than rosy.”

CHUBB, 394 F.3d at 158 (internal quotations omtted). The Court,
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therefore, concludes that even if the information provided by the
confidential sources is taken into account, the Amended Conpl ai nt
fails to establish the falsity of Defendants’ statenments during the
rel evant period. Accordingly, Defendants’ Mdition to D sm ss Count
One of the Anended Conplaint is granted.®

C. Section 20(a) of the Exchange Act

Def endants also nmove to dismss Count Two of the Anended
Conmpl ai nt, which alleges that the individual Defendants viol ated
Section 20(a) of the Exchange Act. Section 20(a) inposes joint and
several liability on any person who “directly or indirectly
controls any person |iable” under any provision of the Exchange
Act, “unless the controlling person acted in good faith and di d not
directly or indirectly induce the act or acts constituting the
violation or cause of action.” 15 U.S.C 878t(a). Plaintiffs
all eging a Section 20(a) violation nust plead facts showng (1) an
underlying violation by the conpany; and (2) circunstances

establ i shing the defendant’s control over the conpany’s actions.?

®Because the Court concludes that the Amended Conpl ai nt does
not plead the “true facts” with sufficient particularity under the
PSLRA and does not establish that Defendants’ representations
during the rel evant period were fal se, the Court does not reach the
guestion whether the Anended Conplaint properly attributes the
all egedly msleading statenments to the Defendants, or adequately
pl eads the el enents of scienter, materiality, and | oss causation.

® While Lead Plaintiff will also have to prove at trial that
t he i ndi vi dual Defendants were each “cul pabl e participants” in the
underlying fraud, Rochez Bros., Inc. v. Rhoades, 527 F.2d 880, 889-
90 (3d Gr. 1975), “the ‘overwhelmng trend in this circuit’ is
t hat cul pabl e participati on does not have to be plead to survive a
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La Fata v. Raytheon Co., 207 F.R D. 35 45 n.5 (E D. Pa. 2002).

The hei ghtened pl eadi ng requirenents of Rule 9(b) do not apply to

Section 20(a) clains. In re US Interactive, Inc. Sec. Litig.

Cv. A No. 01-522, 2002 W 1971252, at *20 (E.D. Pa. Aug. 23,

2002) (citing Inre Tel-Save Sec. Litig., CGv. A No. 98-3145, 1999

WL 999427, at *6 (E.D. Pa. COct. 19, 1999)); see also In re Enron

Corp. Sec., Derivative & ERISA Litig., Nos. ML-1446, Cv. A No.

H 01- 3624, 2003 W. 230688, at *11 (S.D. Tex. Jan. 28, 2003)
(concluding that Rul e 8 notice pl eadi ng standard applies to Section
20(a) clainms because “the legislative history behind the
controlling person provision of both the 1933 and 1934 Acts
i ndi cates that Congress sought to reach persons who tried to evade
responsibility under the common | aw of agency by standi ng behind
the scenes and having ‘dumm es’ under their control commt the
primary violations” and “w thout discovery, it would be extrenely
difficult to know facts where the controlling person was hiding
behind the controll ed person”). Here, the Amended Conplaint fails
to establish an underlying violation by UHS. La Fata, 207 F. R D
at 45 n. 5. Accordingly, Defendants’ Mtion to Dism ss Count Two of
t he Anended Conplaint is granted.

D. Leave to Anend

Lead Plaintiff has requested that, should the Court grant any

motion to dismss.” Jones v. Intelli-Check, Inc., 274 F. Supp. 2d
615, 645 (D.N.J. 2003) (quoting Derensis v. Coopers & Lybrand
Chartered Accountants, 930 F. Supp. 1003, 1013 (D.N. J. 1996)).
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part of Defendants’ Motion, the Court also grant Lead Plaintiff
| eave to anend the Anmended Conpl aint. By adopting the PSLRA,
Congress has evinced its intent to “providfe] a filter at the
earliest stage (the pleading stage) to screen out |lawsuits that

have no factual basis.” GSC Partners CDO Fund v. Washi ngton, 368

F.3d 228, 246 (3d Cr. 2004) (quotations omtted). However,
“ordinarily, leave to anend is granted when a conplaint is
dism ssed on Rule 9(b) particularity grounds alone.” CHUBB, 394
F.3d at 165. Here, the Anended Conpl aint is dism ssed not only for
failure to conply the particularity requirenents inposed by Rule
9(b) and the PSLRA, but also for failure to state a cl ai m pursuant
to Rule 12(b)(6). Nonetheless, the Court notes that the Anended
Conpl ai nt coul d have been di sm ssed on particularity grounds al one,
the Court was not previously called upon to rule on a notion to
dismss in this action, and Lead Plaintiff’s investigation is
ongoi ng. Accordingly, the Court will permt Lead Plaintiff to nove
for leave to file a Second Anended Consol i dat ed Conpl ai nt which, in
conpliance with Rule 11(b)’, corrects the Anmended Conplaint’s Rule

9(b), PSLRA and Rule 12(b)(6) pleading deficiencies.

" Pursuant to Rule 11(b) an attorney who presents a pleading
to the court certifies that to the best of his or her know edge,
information, and belief, formed after an inquiry reasonabl e under
t he circunstances, “the allegations and other factual contentions
have evidentiary support or, if specifically so identified, are
likely to have evidentiary support after a reasonabl e opportunity
for further investigation or discovery.” Fed. R Cv. P. 11(b)(3).
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I 11. CONCLUSI ON

For the foregoi ng reasons, the Court grants Defendants’ Mdtion
to Dism ss the Arended Conpl aint and permts Lead Plaintiff to nove
for leave to file a Second Anended Consol i dated Conpl ai nt.

An appropriate Order foll ows.
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I N THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

LLOYD FREED, | ndividually
and On Behalf of Al Ohers :
Simlarly Situated : ClVIL ACTI ON
V. : NO. 04-1233
: (Consol i dat ed)
UNI VERSAL HEALTH SERVI CES,
INC., et al.

ORDER

AND NOW this 3rd day of May, 2005, upon consideration of
Def endants’ Mdtion to D sm ss the Anended Consol i dated Cl ass Acti on
Conmplaint (Doc. No. 29), all submssions received in response
thereto, and the argunent held on March 9, 2005, IT IS HEREBY
ORDERED that said Mdtion is GRANTED and the Anended Consoli dated
Complaint is DDOSMSSEDinits entirety. 1T 1S FURTHER ORDERED t hat
Lead Plaintiff may nove for leave to file a Second Anmended
Consol i dated Conplaint within thirty (30) days of the date of this

O der.

BY THE COURT:

John R Padova, J.



